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SECURITIES  AND  EXCHANGE 
COMMISSION 

Development  of  a  National  Market 
System 

AGENCY:  Securities  and  Exchange 

Commission. 

action:  Status  report. 

summary:  The  Commission  assesses  the 
progress  made  in  1978  toward  the 
establishment  of  a  national  market 
system  and  sets  forth  its  views  as  to  the 
next  steps  which  should  be  taken  to 
achieve  that  goal. 
dates:  Not  applicable. 

ADDRESSES:  Interested  persons  are 
invited  to  provide  written  comments 
regarding  this  status  report  and  the 
issues  discussed  herein.  Commentators 
should  file  six  copies  of  their 
submissions  with  George  A. 
Fitzsimmons,  Secretary,  Securities  and 
Exchange  Commission,  Room  892,  500 
North  Capitol  Street,  Washington,  D.C. 
20549.  All  submissions  should  refer  to 
File  No.  S7-735-A  and  will  be  available 
for  public  inspection  at  the 
Commission’s  Public  Reference  Room, 
Room  6101, 1100  L  Street,  N.W., 
Washington,  D.C. 

FOR  FURTHER  INFORMATION  CONTACT: 

Brandon  Becker,  Division  of  Market 
Regulation,  Securities  and  Exchange 
Commission,  Room  321,  500  North 
Capitol  Street,  Washington,  D.C.  20549 
(202)  755-8749. 

SUPPLEMENTARY  INFORMATION:  On 

January  26, 1978,  the  Commission  issued 
a  statement  on  the  development  of  a 
national  market  system  (“January 
Statement”).1  In  that  Statement,  the 
Commission  provided  a  discussion  of 
the  objectives  of  a  national  market 
system  and  set  forth  its  views  as  to 
those  steps  which  it  believed  should  be 
taken  during  1978  to  facilitate 
development  of  a  national  market 
system  as  envisioned  by  the  Congress  in 
the  Securities  Acts  Amendments  of  1975 
(the  "1975  Amendments”).2 This  status 
report  assesses  the  progress  made 

*  Securities  Exchange  Act  Release  No.  14416 
(January  26. 1978),  43  FR  4354. 

*ld.  at  26.  43  FR  at  4358.  Section  11 A  of  the 
Securities  Exchange  Act  of  1934  Ithe  ''Act”)  (15 
U.S.C.  78a  et  seq.,  as  amended  by  the  1975 
Amendments  (Pub.  L.  No.  94-29)  (June  4, 1975)), 
directs  the  Commission  to  “facilitate  the 
establishment  of  a  national  market  system  for 
securities  ...  in  accordance  with  the  Findings  and 
to  carry  out  the  objectives  set  forth  in  (Section 
llA(a)(l)  of  the  Act,  15  U.S.C.  78k— 1(a)(1)]**.  Section 
HA(a)(2)  (15  U.S.C.  78k— 1(a)(2)].  The  January 
Statement  contains  an  abbreviated  history  of  the 
evolution  of  the  national  market  system  concept. 
January  Statement,  supra  note  1.  at  5-18.  43  FR  at 
4354-6. 


during  the  past  year  in  pursuing  the 
initiatives  described  in  the  January 
Statement  and  indicates  the 
Commission's  views  as  to  those  issues 
which  next  should  be  resolved  and 
those  steps  which  next  should  be  taken 
to  continue  progress  towards  a  national 
market  system. 

Introduction 

In  order  to  provide  some  perspective 
for  the  Commission's  evaluation  of  the 
past  year  and  its  expectations  for  the 
coming  year,  it  is  important  to  set  forth 
some  general  comments  about  the 
Commission's  national  market  system 
program.  The  Commission  continues  to 
believe  that  the  development  of  a 
national  market  system  should  be  an 
evolutionary  process.  The  Commission's 
role  in  this  process  is  to  monitor  and 
encourage  industry  progress,  to  act  as  a 
catalyst  and,  when  necessary,  to  take 
regulatory  action  to  achieve  a  particular 
goal.  However,  the  Congress  did  not 
intend  that  the  Commission  dictate  the 
ultimate  configuration  of  the  national 
market  system  or.  through  regulatory 
fiat,  force  all  trading  into  a  particular 
mold.3  Instead,  the  Congress  (and  the 
Commission)  expected  that  the 
securities  industry  would  assume 
primary  responsibility  for  the 
development  of  facilities  necessary  to 
achieve  the  objectives  set  forth  by 
Congress  in  Section  11A  of  the  Act. 

Although  some  significant  steps  were 
taken  during  the  past  year,  the 
Commission  believes  that  progress 
towards  a  national  market  system 
cannot  usefully  be  gauged  by  reference 
alone  to  the  number  of  Commission 

9  In  directing  to  the  Commission  to  facilitate  the 
establishment  of  a  national  market  system,  the 
Congress  articulated  the  objectives  to  be  sought  in  a 
national  market  system  and  specified  the  basic 
underlying  principles  which  should  govern  the 
establishment  of  that  system;  however,  the 
Congress  neither  defined  the  term  “national  market 
system"  nor  mandated  specified  minimum 
components  of  such  a  system.  As  the  Senate 
Committee  stated  in  its  Report  to  Accompany  S.  249 
(the  legislative  proposal  that  provided  the 
foundation  for  Section  11A  of  the  Act):  "The 
Committee  considered  mandating  certain  minimum 
components  of  the  national  market  system  but 
rejected  this  approach.  The  nation's  securities 
markets  are  in  dynamic  change  and  in  some 
respects  are  delicate  mechanisms;  the  sounder 
approach  appeared  to  the  Committee,  therefore,  to 
be  to  establish  a  statutory  scheme  clearly  granting 
the  Commission  broad  authority  to  oversee  the 
implementation,  operation,  and  regulation  of  the 
national  market  system  and  at  the  same  time  to  [s/c] 
charging  [the  Commission)  with  the  clear 
responsibility  to  assure  that  the  system  develops 
and  operates  in  accordance  with  Congressionally 
determined  goals  and  objectives."  Senate  Comm,  on 
Banking,  Housing,  and  Urban  Affairs,  Report  to 
Accompany  S.  249,  S.  Rep.  No.  94-75,  94th  Cong.,  1st 
Sess.  8-9  (Comm.  Print  1975),  reprinted  in,  (1975) 

U.S.  Code  Cong.  &  Ad.  News  179, 186-87  ("Senate 
Report").  See  )anuary  Statement,  supra  note  1.  at 
12-13,  43  FR  at  4355. 


rules  proposed  or  adopted  or  the  number 
of  facilities  initially  implemented  or 
improved  within  a  particular  time  frame. 
Meaningful  progress  can  be  achieved — 
and  unintended  and  harmful 
consequences  avoided — only  through 
development  and  modification  of 
facilities  and  rules  which  constitute  the 
foundation  of  a  national  market  system. 
As  new  components  of  the  national 
market  system  are  implemented,  there 
necessarily  will  be  a  period  of  learning 
and  adjustment.  Only  after  an 
opportunity  to  monitor  actual  on-line 
experience  with  these  components — 
whether  facilities  or  regulatory 
initiatives — can  the  Commission  and  the 
industry  evaluate  whether  a  particular 
component  achieves  its  intended  goal. 

During  the  past  year,  the  Commission 
and  the  industry  have  made  significant 
progress  towards  achievement  of  some 
of  the  objectives  of  a  national  market 
system  and,  more  particularly,  certain  of 
the  initiatives  described  in  the  January 
Statement.4  In  addition,  through 
comments  and  industry  proposals 
submitted  in  response  to  the  January 
Statement,5  the  self-regulatory 
organizations  and  the  securities  industry 
have  increased  their  collective 
commitment  to  enhance  and  perfect 
market  linkage  and  information  systems 
and  to  address  unresolved  policy  and 
technological  concerns. 

During  1978,  there  were  two  major 
national  market  system  facilities 

‘The  market  structure  program  described  in  the 
January  Statement  consisted  of  six  interrelated 
initiatives:  the  development  and  implementation  of 
three  new  national  market  system  facilities  (a 
consolidated  quotation  system  a  nationwide 
network  of  order  routing  facilities  and  a  central 
public  agency  limit  order  file),  the  refinement  of  an 
existing  national  market  system  facility  (the 
consolidated  transaction  reporting  system),  the 
commencement  of  rulemaking  proceedings  to 
consider  designation  of  certain  categories  of 
securities  as  qualified  for  trading  in  the  national 
market  system,  and  the  continued  consideration  of 
off-board  trading  rules  in  light  of  the  progress  made 
toward  a  national  market  system.  The  January 
Statement  also  indicated  that  the  Commission 
anticipated  consideration  of  certain  corollary  issues 
in  conjunction  with  this  program,  including 
institutional  trading  prohibitions,  options  market 
structure,  governance  and  surveillance,  the 
provisions  of  Section  11(a)  of  the  Act,  and  clearance 
and  settlement. 

‘The  Commission  has  received  responses  from 
the  American  Stock  Exchange.  Inc.  ("Amex"), 

Boston  Stock  Exchange.  Inc.  ("BSE"),  Chicago  Board 
Options  Exchange.  Inc.  ("CBOE"),  Cincinnati  Stock 
Exchange,  Inc.  (“CSE"),  Midwest  Stock  Exchange. 
Inc.  (“MSE").  New  York  Stock  Exchange.  Inc. 
("NYSE").  Pacific  Stock  Exchange.  Inc.  ("PSE"), 
Philadelphia  Stock  Exchange,  Inc.  ("Phlx")  and  the 
National  Association  of  Securities  Dealers.  Inc. 
("NASD").  We  have  also  received  comments  from 
the  Securities  industry  Association  (“SIA")  and 
other  trade  groups,  various  brokerage  firms, 
securities  information  vendors  and  corporate 
issuers  as  well  as  numerous  individuals.  All  of  these 
comments  are  publicly  available  in  the 
Commission's  File  No.  S7-735-A. 
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developments.  The  first  was 
implementation  of  a  Commission  rule 
requiring  all  market  centers  to  collect 
and  make  available  “firm"  quotation 
information  (including  size)  6  to 
securities  information  vendors  for 
dissemination  to  market  professionals  . 
and  the  investing  public.7  Although  the 
rule  contains  exceptions  to  firmness  to 
accommodate  certain  operational 
characteristics  of  current  exchange 
trading  and  quotation  collection 
procedures,1  a  functioning  consolidated 
quotation  system,  long  considered  a 
cornerstone  of  a  national  market 
system,  has  become  operational,  and 
quotation  information  for  reported 
securities  is  now  an  integral  part  of  the 
nation's  securities  market.9 

'Quotations  made  available  pursuant  to  this  rule 
are  required,  subject  to  certain  exceptions,  to  be 
■firm”:  i.e..  brokers  and  dealers  are  required  to 
execute  an  order  presented  to  them  at  their 
displayed  quotation  price  up  to  the  amount  of  their 
displayed  quotation  size  or  better. 

’Rule  11  Act-1  under  the  Act  (17  CFR  240.11 Acl- 
Ij.  which  became  effective  August  1. 1978.  requires 
each  self-regulatory  organization  to  collect,  process 
and  make  available  to  securities  information 
vendors  quotations  and  quotation  sizes  for  all 
securities  ("reported  securities")  as  to  which  last 
sale  information  is  included  in  the  consolidated 
transaction  reporting  system  contemplated  by  Rule 
17a-15  under  the  Act  (17  CFR  240.17a-15l.  See 
Securities  Exchange  Act  Release  No.  14415  (January 

26. 1978)  ("Quotation  Release”).  43  FR  4342. 

•These  exceptions  are  for  revised  quotations  and 

unusual  market  conditions.  Rule  HAcl-l(b)(3)  and 
(c)(3). 

•Quotations  from  all  market  centers  (including 
third  market  makers)  subject  to  Rule  HAcl-1,  other 
than  CSE.  are  being  made  available  in  a  single 
consolidated  data  stream  processed  by  the 
Securities  Industry  Automation  Corporation 
(“SIAC").  Although  Rule  llAcl-1.  unlike  Rule  17a- 
15.  does  not  require  reporting  self-regulatory 
organizations  to  Tile  plans  for  the  dissemination  of 
quotation  information,  the  Commission,  in  the 
release  announcing  the  adoption  of  Rule  llAcl-1. 
encouraged  the  exchanges  and  the  NASD  to 
consider  joint  implementation  of  Rule  llAcl-1  on  a 
voluntary  basis.  See  Quotation  Release,  supra  note 
7.  at  51-52.  43  FR  4349. 

In  response  to  this  statement,  in  April  1978. 
representatives  of  the  Amex,  BSE.  CSE,  MSE, 

NASD.  NYSE.  PSE  and  Phlx  met  to  discuss  the 
possibility  of  developing  a  joint  plan  for  the 
implementation  of  Rule  llAcl-1.  The  neogtiations 
regarding  the  proposed  plan  and  technical  problems 
encountered  by  certain  regional  exchanges  in 
connection  with  the  installation  of  automated 
quotation  generation  equipment  prompted  the 
Commission  to  defer  the  effective  date  of  Rule 
11  Acl-1  from  May  1. 1978  to  August  1. 1978. 
Securities  Exchange  Act  Release  No.  14711  (April 

27. 1978) .  43  FR  18556.  On  July  25. 1978.  a  "Plan  for 
the  Purpose  of  Implementing  Rule  11  Acl-1  under 
the  Securities  Exchange  Act  of  1934"  (“CQ  Plan") 
was  filed. 

On  July  28. 1978,  the  Commission  declared  the  CQ 
Plan  effective  on  a  temporary  basis  pursuant  to 
Section  HA(a)(3)(B)  of  the  Act,  (Securities 
Exchange  Act  Release  No.  15009  Uuly  28, 1978),  43 
FR  34851)  and  on  August  1, 1978,  pursuant  to  the  CQ 
Plan,  the  Amex.  BSE,  MSE,  NYSE,  PSE  and  Phlx 
commenced  disseminating  quotations  to  vendors  in 
a  single  data  stream.  On  January  24, 1979.  the 
Commission  extended  its  temporary  approval  of  the 
C.Q  Plan  for  an  additional  12  months  (Securities 


Significant  steps  also  have  been  taken 
toward  implementation  of 
comprehensive  market  linkage  systems. 
Two  experimental  programs  intended  to 
achieve  such  linkages  commenced 
operation  during  1978.  One  of  these,  the 
Intermarket  Trading  System  (“ITS"), 
was  developed  jointly  by  several 
exchanges  and  is  designed  to  permit 
orders  for  the  purchase  and  sale  of 
multiply-traded  securities  to  be  routed 
between  market  centers  for  execution. 10 
The  other  system,  the  Cincinnati  Stock 
Exchange  multiple-dealer  trading  facility 
(“CSE  System"),  represents  an 
experiment  in  the  use  of  a  fully 
automated,  electronic  trading  system." 

Exchange  Act  Release  No.  15511  (January  24. 1979). 
44  FR  6230).  and.  on  February  20, 1979,  quotations  of 
third  market  makers  (collected  by  the  NASD)  were 
added  to  the  consolidated  quotation  data  stream. 

During  1978,  the  Commission  published  for 
comment  new  proposals  designed  to  refine  the 
operation  of  the  consolidated  transaction  reporting 
and  quotation  systems.  The  first  of  these  proposals, 
proposed  Rule  llAcl-2  under  the  Act  (17  CFR 
240.1lAcl-2j.  would  impose  comprehensive 
minimum  requirements  regulating  the  manner  in 
which  securities  information  vendors  display 
transaction  and  quotation  information.  Securities 
Exchange  Act  Release  No.  15251  (October  20. 1978). 
43  FR  50615. 

The  second  proposal  would  amend  existing  Rule 
17a-15  to:  (i)  redesignate  Rule  17a-15  as  Rule 
UAa3-l  under  the  Act  (ii)  eliminate  (subject  to 
certain  conditions)  the  existing  prohibition  on 
retransmission  of  last  sale  data  for  purposes  of 
creating  a  moving  ticker  display:  and  (iii)  set  forth 
procedures  for  amending  transaction  reporting 
plans  filed  pursuant  to  the  Rule.  Securities 
Exchange  Act  Release  No.  15250  (October  20. 1978). 
43  FR  50608. 

10  In  the  January  Statement  the  Commission 
called  for  the  prompt  development  of  market 
linkage  systems  to  permit  orders  in  qualified 
securities  to  be  promptly  and  efficiently  transmitted 
from  one  qualified  market  center  to  another. 

January  Statement  supra  note  1,  at  28-33.  43  FR  at 
4358.  On  March  9. 197a  the  Amex,  BSE.  NYSE,  PSE 
and  Phlx  jointly  filed  with  the  Commission  a  "Plan 
for  the  Purpose  of  Creating  and  Operating  an 
Intermarket  Communication  Linkage"  (“ITS  Plan"). 
On  April  14, 197a  the  Commission  issued  a 
temporary  order  pursuant  to  Section  llA(a)(3)(B)  of 
the  Act  approving  the  implementation  of  the  ITS  for 
a  period  of  120  days  and.  on  August  11. 1978,  the 
Commission  extended  that  approval  for  an 
additional  year.  Securities  Exchange  Act  Release 
Nos.  14661  (April  14, 1978)  and  15058  (August  11. 
1978),  43  FR  17419  and  36732.  As  of  this  date,  all 
self-regulatory  organizations  other  than  the  CSE  and 
NASD  are  participating  in  the  ITS  and 
approximately  332  securities  are  currently  traded 
through  the  system.  The  ITS  participants  expect  that 
550-600  securities  will  be  traded  in  the  system  by 
July  1. 1979,  and  discussions  are  continuing  between 
the  ITS  participants  and  the  NASD  regarding  linking 
"third  market"  dealers  through  the  ITS. 

“On  April  18. 1978.  the  Commission  approved  a 
proposed  CSE  rule  change  permitting  the 
implementation  of  the  CSE  System  on  a  nine  month 
pilot  basis.  Securities  Exchange  Act  Release  No. 
14674  (April  18, 1978)  (“CSE  System  Approval"),  43 
FR  17894.  On  December  15, 1978,  the  Commission 
extended  its  ap(froval  of  the  CSE  System  for  an 
additional  year.  Securities  Exchange  Act  Release 
No.  15413  (December  15. 1978)  ("CSE  System 
Extension"),  44  FR  129.  On  February  14. 1979.  a 
subsidiary  of  Control  Data  Corporation  became  the 
facilities  manager  for  the  CSE  System. 


The  Commission  believes  that  these 
systems  evidence  considerable  progress 
in  the  application  of  automation  and 
computer  and  communications 
technology  to  overcome  some  of  the 
problems  associated  with  market 
fragmentation.  In  the  Commission’s 
view,  the  ITS  and  the  CSE  System  both 
offer  valuable  opportunities  for 
increased  competition  and  for  the 
Commission  and  the  brokerage 
community  to  assess  the  ability  of 
differing  types  of  market  linkage 
systems  to  integrate  trading  in 
physically  separate  locations  and  to 
observe  the  effects  of  these  linkage 
systems  on  the  operation  of  the  markets. 
Both  types  of  market  linkage  systems, 
separately  or  in  some  combination,  may 
become  permanent  features  of  a 
national  market  system,  either  because 
it  becomes  clear  that  both  systems, 
notwithstanding  their  differing 
operational  characteristics,  are 
compatible,  or  because  the  different 
trading  characteristics  of  some 
securities  make  use  of  one  type  of 
market  linkage  system  more  economical 
and  efficient  for  those  securities  than 
the  other. 11 

In  addition  to  this  tangible  progress 
towards  a  national  market  system  the 
january  Statement,  by  establishing  a 
specific  detailed  program,  focused  the 
attention  of  the  self-regulatory 
organizations,  the  securities  industry 
and  the  investing  public  on  significant 
unresolved  issues  relating  to  the 
development  of  a  national  market 
system.  Through  the  various  comments 
received,  considerable  progress  has 
been  made  in  refining  the  views  of  the 

The  CSE  System,  through  an  electronic 
communications  network  maintained  by  the  CSE. 
enables  CSE  members,  without  the  necessity  of 
maintaining  a  presence  on  the  floor  of  the  CSE  or 
any  other  exchange,  to  participate  in  a  market 
conducted  in  accordance  with  certain  auction-type 
trading  principles  by  entering  bids  and  offers  for 
securities  for  their  own  account  and  as  agents  for 
their  customers'  accounts.  In  addition.  CSE  rules 
permit  a  specialist  on  any  national  securities 
exchange,  without  becoming  a  member  of  the  CSE. 
to  enter  bids  and  offers  in  the  system  as  principal  or 
as  agent  in  any  security  in  which  that  specialist  is 
registered  on  another  exchange.  Orders  entered  into 
the  CSE  System  are  stored  in  the  CSE’s  computer 
facilities  and  queued  for  execution  as  follows: 
priority  is  governed  first  by  price  [i.e.,  the  highest 
bid  and  lowest  offer)  and  second,  as  between  orders 
at  the  same  price,  by  time  of  entry.  However,  public 
agency  orders  as  defined  in  the  CSE's  rules, 
regardless  of  time  of  entry,  are  granted  priority  over 
other  orders  at  the  same  price. 

12  For  example,  the  type  of  trading  environment 
which  is  most  appropriate  for  a  particular  security 
may  prove  to  be  related  to  the  level  of  trading 
activity  and  multiple  trading  interest  for  that 
security.  If  so,  then  some  securities  may  be  better 
suited  to  a  market  environment  characterized 
primarily  by  appropriately  linked  market  centers, 
while  other  securities  may  be  better  suited  to 
trading  through  a  market  linkage  facility  similar  to 
the  CSE  System. 
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Commission  and  the  industry  with 
repect  to  the  appropriate  characteristics 
of  order  routing  and  limit  order  facilities 
and  the  role  these  facilities  should  play 
in  a  national  market  system. 13  These 
comments  have  been  carefully 
considered  by  the  Commission  in 
formulating  its  views  expressed  in  this 
status  report. 

During  1979,  the  Commission  will 
continue  its  efforts  to  identify  and 
reduce  to  specifics  those  steps 
necessary  to  the  achievement  of  a 
national  market  system,  taking  such 
regulatory  action,  from  time  to  time,  as 
appears  necessary  or  appropriate  to 
facilitate  the  establishment  of  that 
system.  While  the  Commission  expects 
further  progress  in  a  number  of  areas, 
discussion  here  is  limited  to  those  areas 
in  which  the  Commission  believes  more 
direction  and  immediate  attention  are 
especially  important. 

The  Commission's  first  priority  is  the 
achievement  of  nation-wide  price 
protection  for  public  limit  orders  against 
executions  at  inferior  prices.  The 
Commission  believes  that,  although 
certain  technological  problems  must  be 
resolved — such  as  the  perfection  of 
mechanisms  necessary  to  achieve  the 
efficient  intermarket  execution  of  orders 
and  the  collection  and  display  of  limit 
order  information — realization  of  this 
goal  and  implementation  of,  at  a 
mimimum,  a  pilot  program  providing 
price  protection  for  a  limited  number  of 
qualified  securities  should  be  achieved 
within  the  next  12-18  months. 14  In 
addition,  the  Commission  believes  that 
progress  should  be  made  during  1979  to 
assure  the  general  availability  of  neutral 
order  routing  facilities  linking  brokers' 
and  dealers’  offices  to  all  market  centers 
trading  reported  securities. 15  Finally,  the 
Commission  intends  promptly  to  initiate 
rulemaking  proceedings  to  consider 
redefinition  of  the  trading  environment 
for  securities  now  traded  exclusively 
over-the-counter  when  those  securities 
become  listed  or  admitted  to  unlisted 
trading  privileges  on  an  exchange  for  the 
first  time. 16  The  remainder  of  this  status 
report  will  describe  in  detail  the 
Commission’s  expections  for  further 
progress. 

Discussion 

1.  Nation-wide  Price  Protection 

One  of  the  essential  elements  of  the 
Commission’s  program  announced  in  the 
January  Statement  was  the  creation  of  a 
mechanism  by  which  nation-wide 
protection  for  limit  orders  would  be 

“See  text  infra  at  notes  16-35  and  40-52. 

“See  text  infra  at  note  29. 

“See  text  infra  at  notes  46-52. 

“See  text  infra  at  notes  52-54. 


assured.  Specifically,  the  Commission 
proposed  the  development  of  a  central 
limit  order  file  (“Central  File")  into 
which  public  agency  limit  orders 
(“public  limit  orders") 17  could  be 
entered  and  queued  for  execution  in 
accordance  with  the  auction-type 
principles  of  price  and  time  priority.18 
The  Commission  requested  each  self- 
regulatory  organization  to  inform  the 
Commission  of  its  willingness  to 
undertake  joint  implementation  of  a 
Central  File  and  urged  the  self- 
regulatory  organizations  to  submit  a 
joint  plan  for  its  design,  construction 
and  operation. 

In  response  to  this  request,  the 
Commission  received  several  proposals 
describing  alternative  means  of 
achieving  the  goal  of  nation-wide  limit 
order  protection.  The  NASD  submitted  a 
“Technical  Plan  for  the  Development  of 
a  National  Market  System"  (“Technical 
Plan")  describing  an  electronic  facility 
(based  upon  the  technology  and 
hardware  of  the  existing  NASDAQ 
system)  functionally  similar  to  the 
Central  File  proposed  by  the 
Commission.  The  Technical  Plan 
contemplates  that  any  qualified  broker 
could  enter  limit  orders  into  the  facility 
for  execution  by  qualified  market 
makers  based  upon  price  and  time 
priority  within  the  system.  The  NASD’s 
Board  of  Governors,  however,  expressly 
reserved  judment  on  the  policy  and 
regulatory  issues  associated  with 
implementation  of  the  facility  described 
in  the  Technical  Plan.  Specifically,  the 
NASD  noted  that  further  study  was 
necessary  to  determine  whether 
exclusion  of  non-public  limit  orders  from 
the  Central  File  and  whether  protection 
of  orders  entered  in  the  Hie  against 
executions  at  the  same  price  as  well  as 
executions  at  an  inferior  price  would  be 
appropriate. 19 

Most  other  self-regulatory 
organizations  opposed  creation  of  a 
Central  File  as  described  in  January 
Statement.  These  commentators  argued 
that  the  absolute  time  priority  proposed 
to  be  afforded  public  limits  orders 
entered  in  the  Central  File 20  would  have 
significant  deleterious  effects  on  the 
exchange  trading  process.  In  essence, 

17  The  Commission  defined  “public  limit  order”  as 
“any  limit  order  not  for  the  proprietary  account  of  a 
broker  or  dealer.”  January  Statement,  supra  note  1, 
at  34  n.  52,  43  FR  at  4359  n.  52. 

“ See  January  Statement,  supra  note  1,  at  34-35, 

43  FR  at  4359. 

“See  letter  from  Gordon  S.  Macklin,  President, 
NASD,  to  George  A.  Fitzsimmons,  Secretary,  SEC, 
May  30, 1978,  contained  in  File  No.  S7-735-A.  * 

“in  the  January  Statement,  the  Commission 
proposed  that  public  limit  orders  entered  in  the 
Central  File  would  have  absolute  priority  over  all 
other  orders  at  the  same  price.  See  January 
Statement,  supra  note  1.  at  35-36.  43  FR  at  4359. 


these  commentators  asserted  that  such  a 
preference  for  public  limit  orders  would 
provide  a  major  trading  advantage  to 
these  orders,  thereby  creating  a 
disincentive  to  the  commitment  of 
market  making  capital  by  dealers, 21  and 
would  eventually  lead  to  the  elimination 
of  exchange  trading  floors  by  inexorably 
forcing  all  trading  into  a  fully  automated 
trading  system.  In  addition,  several  self- 
regulatory  organizations  suggested  that, 
in  lieu  of  the  immediate  implementation 
of  a  Central  File,  the  Commission  should 
permit  the  ITS  participants  sufficient 
time  to  attempt  to  provide  limit  order 
protection  through  the  ITS.  Specifically, 
the  NYSE  and  MSE  submitted  proposals 
which  envision  the  electronic 
dissemination  and  display  of  limit  order 
information  from  each  market  center 
and  use  of  the  ITS  to  assure  intermarket 
price  protection  of  displayed  limit  orders 
in  any  market.22  The  MSE  also  suggested 
that  die  Commission  adopt  a  rule 
requiring  protection  of  all  such 
displayed  limit  orders  against 
executions  at  an  inferior  price.23 

While  the  Commission  cannot  predict 
accurately  the  consequences  of 
implementing  a  limit  order  protection 
system  based  on  affording  orders 
entered  in  a  Central  File  priority  over  all 
other  buying  and  selling  interest,  the 
Commission  recognizes  the  possibility 
that  introduction  of  a  system  based 
upon  the  absolute  time  priority  concept 
could  have  a  radical  and  potentially 
disruptive  impact  on  the  trading  process 
as  it  exists  today.  Therefore,  industry 
and  Commission  efforts  should  be 
concentrated  on  the  achievement  of 
nation-wide  protection  for  all  public 
limit  orders  based  on  the  principle  of 
price  priority. 

The  Commission  believes  that  nation¬ 
wide  price  protection — whereby  any 
appropriately  displayed  public  limit 
order24  for  a  qualified  security 25  is 
assured  of  receiving  an  execution  prior 

11  See  letter  from  Richard  B.  Walbert,  President, 
MSE,  to  George  A.  Fitzsimmons,  Secretary,  SEC, 
November  24, 1978  (“MSE  Letter"),  contained  in  File 
No.  S7-735-A,  at  34-38. 

"  See  letter  from  James  E.  Buck,  Secretary,  NYSE, 
to  George  A.  Fitzsimmons,  Secretary,  SEC,  May  31, 
1978,  (“NYSE  Letter"),  contained  in  File  No.  S7-735- 
A,  and  MSE  Letter,  supra  note  21. 

“See  MSE  Letter,  supra  note  21  at  42-43. 

“For  purposes  of  this  discussion,  the  term  "public 
limit  order"  should  be  construed  as  any  limit  order 
to  purchase  or  sell  a  qualified  security  not  for  the 
proprietary  account  of  a  broker  or  dealer  or  any 
person  associated  with  a  broker  or  dealer  which  is 
entered  into  a  market  center's  limit  order  repository 
(whether  that  be  a  specialist's  book  or  some  other 
similar  mechanism)  and  displayed  in  other  market 
centers.  Cf.  note  17.  supra. 

“Section  HA(a)(2)  of  the  Act  empowers  the 
Commission  to  designate  as  “qualified  securities" 
those  securities  or  classes  of  securities  qualified  for 
trading  in  the  national  market  system.  See  text  infra 
at  notes  54-55. 
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to  any  execution  by  a  broker  or  dealer 
at  an  inferior  price — should  be  a  basic 
characteristic  of  a  national  market 
system.26  As  an  initial  step  towards  this 
end,  the  Commission  believes  that  the 
proponents  of  the  ITS  should  be 
afforded  time  to  experiment  with  and 
further  enhance  that  system  as  a  means 
of  providing  intermarket  price  protection 
for  public  limit  orders.  The  commentary 
submitted  by  most  self-regulatory 
organizations  evidences  a  common 
commitment  to  achievement  of  this  type 
of  protection  and  a  willingness  to  take 
all  technical  steps  necessary  to  reach 
this  goal. 

In  the  Commission’s  view,  two  types 
of  initiatives  are  necessary  to  achieve 
nation-wide  price  protection  for 
displayed  public  limit  orders  by  means 
of  the  ITS.  First,  the  self-regulatory 
organizations  and  the  securities  industry 
must  determine  to  resolve  collectively 
the  various  practical  and  technical 
problems  associated  with  disseminating 
and  displaying  public  limit  order 
information  from  each  market  center 
and  with  promptly  enhancing  the  ITS  so 
that  it  may  serve  as  a  means  by  which 
price  protection  for  public  limit  orders 
can  be  afforded  on  an  intermarket  basis. 
Thus,  each  self-regulatory  organization 
must  develop  a  means  of  storing  public 
limit  order  information27  and 
disseminating  that  information  for 
electronic  display  in  all  other  market 
centers. 

In  addition,  if  the  ITS  is  to  provide  a 
mechanism  for  the  routing  of  orders 
easily  and  efficiently  for  execution 
against  public  limit  orders  in  other 
markets,  certain  of  its  operating 
characteristics  must  be  substantially 
improved.  Foremost  among  the 
necessary  changes  is  a  reduction  in  the 
length  of  time  required  to  enter 
commitments  to  trade  and  receive 


**  Policy  considerations  relating  to  so-called  "gap 
print  pricing”:  i.e.,  the  execution  of  limit  orders  at 
the  “cleanup"  price  of  a  block  transaction  (see,  e.g.. 
NYSE  Rule  127).  while  necessary  to  resolve  prior  to 
the  implementation  of  a  rule  requiring  intermarket 
price  protection  for  block  orders,  would  not  appear 
to  affect  the  system  design  of  the  facilities  used  to 
achieve  that  result.  As  a  preliminary  matter,  the 
Commission  believes  that,  unless  compelling 
arguments  are  presented  to  the  contrary,  gap  print 
pricing  for  displayed  public  limit  orders  away  from 
the  market  should  be  a  characteristic  of  price 
protection  in  the  national  market  system. 

J7The  Commission  does  not  believe  that  it  is 
necessary  for  every  market  to  create  facilities 
permitting  the  electronic  storage  of  limit  orders.  The 
option  to  develop  such  a  mechanism  should  be  left 
to  each  self-regulatory  organization,  provided  that 
an  effective  means  of  disseminating  that 
information  to  other  market  centers  for  electronic 
display  purposes  is  achieved.  The  Commission 
notes,  however,  that  the  NYSE  has  proposed  to 
develop  its  own  electron:,;  repository  for  limit 
orders  routed  tc  the  NYSE  and  'he  Commission 
encourages  the  NYSE  to  proceed  with  the 
implementation  of  this  facility. 


execution  or  rejection  reports.  Currently, 
the  complexity  of  order  entry 
procedures  and  the  two-minute  time 
interval  provided  for  execution  or 
rejection  appears  to  discourage  brokers 
from  using  the  system,  particularly 
during  periods  of  active  trading. 
Although  the  ITS  participants  are 
experimenting  with  a  one-minute  time 
period,  this  enhancement  would  appear 
to  be  insufficient  if  ITS  is  to  be  used  for 
the  purpose  of  ensuring  nation-wide 
public  limit  order  protection.  Utimately. 
the  exigencies  of  active  trading  in 
multiple  locations  probably  will  require 
systems  enhancements  which  reduce 
response  times  to  significantly  less  than 
one  minute.28 

In  furtherance  of  this  necessary 
collective  effort,  the  Commission  is 
requesting  each  self-regulatory 
organization  to  inform  the  Commission 
in  writing,  by  May  1, 1979,  of  its 
commitment  to  work  actively  with  other 
such  organizations  to  develop  in  concert 
and  submit  to  the  Commission  by 
September  1, 1979,  a  joint  plan 
specifying  a  series  of  planned  steps  by 
which  the  mechanisms  to  provide  price 
protection  for  all  public  limit  orders  will 
be  developed  and  implemented,  at  least 
on  a  pilot  basis,  not  later  than  the  end  of 
calendar  year  1980. 29 


**  Delays  in  the  transmission  and  execution  of 
orders  between  markets  may  disrupt  trading  on 
both  sending  and  receiving  markets.  Those  delays 
may  prevent  the  completion  of  transactions  on  the 
sending  market  pending  receipt  of  execution  reports 
and  may  create  sequencing  difficulties  on  the 
receiving  market.  For  example,  if  a  broker  desires  to 
execute  a  block  on  a  regional  exchange  at  19%  (a 
price  away  from  the  current  market),  nation-wide 
price  protection  for  public  limit  orders  would 
require  the  broker  to  delay  execution  of  that  part  of 
the  block  which  might  be  off-set  by  displayed  public 
limit  orders  at  a  better  price  pending  receipt  of  an 
execution  or  rejection  with  respect  to  those  orders. 
Thus,  if  another  market  is  then  displaying  a  public 
limit  order  to  buy  200  shares  at  19%, the  broker 
handling  the  block  would  be  required  to  send  a  200 
share  order  for  execution  on  the  other  market.  If 
execution  of  the  200  share  order  were  delayed,  due 
to  the  inefficiency  of  the  sending  and  execution 
mechanism,  there  would  be  an  increased  likelihood 
that  additional  public  limit  orders  (for  example,  an 
order  to  buy  100  shares  at  20)  would  be  placed  on 
the  specialist's  book  prior  to  execution  of  the  200 
share  order.  In  this  event  presumably  the  200  share 
order  at  19%  would  be  executed,  notwithstanding 
the  normal  priority  of  the  100  share  order  at  20. 
since  only  those  orders  displayed  at  the  moment  of 
transmission  would  be  entitled  to  protection.  See 
text  infra  at  notes  33-34.  The  incidence  of  such 
anomalies,  however,  will  be  reduced  as  mechanisms 
for  transmitting  and  executing  orders  between 
markets  are  refined  to  reduce  response  times. 

39  If  the  self-regulatory  organizations  are  unable 
to  agree  on  an  appropriate  plan  to  achieve  nation¬ 
wide  price  protection  for  public  limit  orders,  the 
Commission  will  consider  whether  to  use  its 
authority  under  Section  17(d)  of  the  Act  to  allocate 
to  a  single  entity  the  self-regulatory  responsibility 
for  providing  a  framework  for  achieving  the  goal  or 
for  carrying  out  a  Commission  design  of  a  menas  to 
that  end. 


The  second  initiative  necessary  for 
the  achievement  of  nation-wide  price 
protection  for  public  limit  orders  is  the 
proposal  of  a  Commission  rule 
prohibiting  any  broker  or  dealer  from 
executing  any  order  to  buy  or  sell  a 
qualified  security  at  a  price  inferior  to 
the  price  of  any  displayed  public  limit 
order  unless  the  broker  or  dealer 
assures  that,  simultaneously  with  or 
immediately  after  execution,  those  limit 
orders  displayed  at  the  time  of 
execution  are  satisfied  at  the  limit  price 
or  such  better  price  as  may  be  required 
by  the  principles  of  gap  print  pricing.30 
Within  the  next  few  months,  the 
Commission  expects  to  propose  such  a 
rule,  contemplating  an  effective  date 
sufficiently  distant  to  afford  time  for  the 
industry  to  design  and  put  in  place 
procedures  and  facilities  needed  to 
assure  price  protection  for  all  public 
limits  orders  in  qualified  securities. 

Because  the  Commission  views  the 
development  and  implementation  of  the 
facilities  component  of  the  national 
market  system  as  primarily  a  self- 
regulatory  organization  and  industry 
responsibility,  the  Commission  believes 
that  an  appropriate  opportunity  should 
be  provided  the  self-regulatory 
organizations  to  achieve  the  goal  of 
nation-wide  price  protection  for  public 
limit  order  in  the  manner  contemplated 
in  the  MSE  and  NYSE  31  submissions — 
namely,  through  a  multiple-market 
display  of  limit  orders  and  an  enhanced 
ITS.  However,  if  it  appears  that  the  ITS, 
even  with  enhancements,  cannot 
adequately  meet  the  needs  of  market 


“See  note  26  supra.  Of  course,  the  creation  of 
this  explicit  obligation  would  in  no  way  limit  a 
broker's  existing  duty  to  seek  to  obtain  best 
execution  of  his  customers'  orders.  See  Restatement 
(Second)  of  Agency  $  424  (1957).  Cf  Newman  v. 
Smith.  11974-75  Transfer  Binder)  Fed.  Sec.  L  Rep. 
(CCH)  |  95.078  at  97,782.  97,784-85  (S.D.N.Y..  No.  70. 
Civ.  1987  WCC.  Apr.  24. 1975);  In  re  Wittow,  44 
S.E.C.  666,  669  (1971);  In  re  Thomson  &  McKinnon, 

43  S.E.C.  785.  788-89  (1968).  See  also  Horst  v.  W.  T. 
Cabe  8  Co..  [1977-78  Transfer  Binder]  Fed.  Sec.  L 
Rep.  (CCH)  1 96.213  at  92.461,  92.464  (S.D.N.Y.,  No. 
78.  Civ.  1782,  Oct.  31. 1977). 

**  Unlike  the  MSE.  the  NYSE  suggested  that  inter¬ 
market  price  protection  should  be  provided  on  a 
voluntary  basis,  rather  than  by  imposition  of  a  rule 
requiring  such  price  protection.  The  NYSE  stated: 
“Undoubtedly  competitive  pressures  will  force  each 
market  center's  participants  to  reach  out  through 
ITS  for  better  prices,  rather  than  to  effect  executions 
in  their  own  market  centers  at  inferior  prices.  The 
[NYSE],  for  its  part,  will  also  strongly  encourage  its 
members  to  reach  through  ITS  any  time  a  better 
price  is  available  anywhere  in  the  system.  These 
pressures,  consistent  with  an  agent's 
responsibilities  to  his  customer,  will  protect  limit 
orders  throughout  the  system  against  transactions 
at  inferior  prices.”  NYSE  Letter,  supra  not  22.  at  25. 
Although  the  Commission  has  determined  to 
propose  a  rule  requiring  that  such  intermarket  price 
protection  be  provided,  we  solicit  comment  on 
whether  the  voluntary  procedures  suggested  by  the 
NYSE  would  provide  the  same  degree  of  price 
protection. 
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professionals  in  an  environment 
characterized  by  an  affirmative 
obligation  to  provide  inter-market  price 
protection  for  public  limit  orders,  the 
Commission  is  prepared  to  explore 
alternative  mechanisms  for  reaching  this 
goal.  For  example,  as  an  alternative  to 
the  MSE  and  NYSE  proposal,  limit 
orders  from  varying  locations  could  be 
entered  into  an  electronic  trading 
facility  modelled  after  the  CSE  System, 
and  executed  against  those  orders 
directly  by  market  makers  in  any  market 
center.  Similarly,  a  Central  File  of  the 
type  described  in  the  January  Statement, 
modified  to  remove  priority  for  orders 
stored  in  the  File  over  other  orders  at 
the  same  price  in  the  various  market 
centers,  could  provide  an  efficient  and 
effective  means  for  assuring  system- 
wide  price  protection. 

Notwithstanding  the  Commission's 
commitment  to  achieve  nation-wide 
price  protection  for  public  limit  orders, 
the  Commission  seek  comment  on 
whether  there  are  any  regulatory,  policy 
of  practical  reasons  to  limit  the 
application  of  the  price  protection 
concept  to  orders  of  this  particular  type, 
It  may  be  that,  in  addition  to  protection 
for  public  limit  orders,  price  protection 
can  easily  be  afforded  to  all  displayed 
orders  at  the  market,32  whether  public  or 
professional,  such  that  any  displayed 
quotation  would  be  entitled  to  price 
protection  up  to  the  amount  of  its 
associated  quotation  size.  Indeed,  it  may 
be  that  providing  price  protection  to  all 
buying  and  selling  interest  collected  by 
a  particular  market  center  and 
disseminated  by  that  market  center  as 
part  of  its  current  bid  or  offer  will  not 
only  improve  liquidity  but  also  avoid  a 
number  of  practical  problems  and 
trading  anomalies  which  seem  certain  to 
arise  from  restricting  price  protection  to 
public  limit  orders. 

For  example,  in  order  to  provide  price 
protection  for  public  limit  orders  at  the 
market,  but  not  for  other  buying  and 
selling  interest  displayed  as  part  of  the 
current  quotation,  it  will  be  necessary  to 
develop  a  separate  composite  display  of 
prices  and  sizes  reflecting  that  portion 
of  each  market  center’s  current 
quotation  represented  by  public  limit 
orders.33  Second,  confinement  of  nation¬ 
wide  price  protection  to  public  limit 
orders  could  result  in  buying  and  selling 
interest  at  the  market  in  a  given  market 
center  [e.g.,  representing  dealer  interest) 


“Thus,  price  protection  would  be  provided  for  all 
published  bids  and  offers  made  available  pursuant 
to  Rule  llAcl-1  under  the  Act. 

“Of  course,  even  if  price  protection  were 
provided  for  all  displayed  orders,  it  would  be 
necessary  to  develop  and  implement  a  means  of 
recalling  and  displaying  electronically  all  limit 
orders  away  from  the  displayed  quotation. 


being  bypassed  as  public  limit  orders  in 
that  market  at  inferior  prices  are 
required  to  be  filled  by  orders 
transmitted  from  the  another  market. 
The  following  hypothetical  example 
illustrates  this  possibility.  Assume  that  a 
broker  desired  to  effect  the  sale  of  a 
block  of  stock  Xm  a  particular  market 
center  at  a  price  of  19% — a  price  below 
a  bid  for  stock  X  at  20  displayed  by 
another  market  center.  Further,  assume 
that  the  bid  at  20  represents  either  a 
public  order  in  the  crowd  or  a 
specialist's  bid  for  his  own  account 
rather  than  a  public  limit  order.  Finally, 
assume  that,  in  the  market  whose 
published  bid  was  20,  there  public  limit 
orders  to  buy  stock  X  on  the  specialist’s 
book  at  19%.  Under  a  rule  requiring 
nation-wide  price  protection  only  for 
public  limit  orders,  the  broker  effecting  a 
trade  at  19%  would  have  to  satisfy  the 
displayed  limit  orders  at  19%  but  not 
the  buying  interest  at  20.  Such  an 
execution  sequence  would  yield  a  result 
significantly  different  from  that  secured 
under  the  rules  of  priority,  parity  and 
precedence  now  in  effect  on  national 
securities  exchanges.34 

For  these  reasons,  it  would  appear 
that,  if  nationwide  price  protection  is  to 
be  accomplished  in  a  fair  manner 
consistent  with  the  purposes  of  the  Act, 
it  ultimately  should  encompass 
protection  for  all  buying  and  selling 
interest  displayed  by  a  particular 
market  center  as  part  of  its  current  bid 
or  offer — regardless  of  whether  or  not 
that  interest  is  comprised  of  public  limit 
orders — as  well  as  all  displayed  public 
limit  orders  away  from  the  market  at 
prices  superior  to  the  price  of  a 
proposed  trade.  In  this  context,  nation¬ 
wide  price  protection  for  public  limit 
orders  should  be  viewed  as  an  interim 
step  toward,  and  experiment  in,  the  " 
achievement  of  price  protection  for  all 
displayed  orders.  The  techniques 
developed  to  implement  this  interim 
goal  should  provide  valuable  experience 
in  assessing  the  practicability  of 
requiring  price  protection  for  all 
displayed  orders  in  the  future. 

The  Commission  is  interested  in 
receiving  the  views  of  the  self-regulatory 
organizations,  the  securities  industry 
and  the  investing  public  as  to  (i) 
whether  the  goal  of  price  protection  for 


“Furthermore,  this  practice  would  result  in  the 
execution  of  a  portion  of  an  order  at  a  price  less 
favorable  to  the  seller  than  he  could  otherwise  have 
achieved  unless  the  broker  effecting  the  trade  at 
19%.  in  addition  to  satisfying  the  public  limit  order 
at  197/s,  obtained  an  execution  against  the  displayed 
bid  of  20  by  separately  sending  a  commitment  to 
trade  through  the  ITS.  See  note  30  supra.  Similar 
trading  anomalies  are  possible  in  any  limit  order 
protection  system  which  does  not  permit  virtually 
instantaneous  execution  of  limit  orders  between 
markets.  See  note  28  supra. 


all  orders  at  the  market  is  desirable  and 
feasible,  and,  if  so,  (ii)  whether  it  would 
be  appropriate  to  bypass  the  interim 
step  of  providing  price  protection  for 
public  limit  orders  and  proceed  directly 
to  the  enhanced  goal.  Persons  favoring 
proceeding  directly  to  price  protection 
for  all  orders  at  the  market,  as  well  as 
limit  orders  away  from  the  market, 
should  discuss  any  technical  or  practical 
problems  not  present  in  achieving  such 
protection  only  for  public  limit  orders 
and  whether  achievement  of  the 
enhanced  goal  directly  would  require  a 
greater  lead  time  than  achievement  of 
the  interim  goal. 

2.  Use  of  Market  Linkage  Facilities 

Apart  from  the  usefulness  of 
experimental  market  linkage  facilities 
such  as  the  ITS  and  the  CSE  System  in 
providing  a  means  to  assure  inter¬ 
market  price  protection  for  public  limit 
orders,  the  Commission  believes  that 
certain  aspects  of  the  ITS  and  the  CSE 
System  deserve  further  attention.  With 
respect  to  the  operation  of  the  ITS,  The 
Commission  understands  that 
sometimes  (particularly  during  periods 
of  active  trading)  transactions  are  being 
effected  in  certain  of  the  linked  markets 
at  prices  inferior  to  the  quotations 
disseminated  by  other  linked  exchanges. 
To  some  extent,  this  behavior  may  result 
from  unfamiliarity  of  some  brokers  and 
exchange  market  makers  with  the  use  of 
ITS  terminals;  however,  the  continuation 
of  this  activity  may  also  indicate  that 
ITS  procedures  (particularly  the  length 
of  time  needed  to  enter  a  commitment  to 
trade)  are  too  slow  to  respond 
adequately  to  the  needs  of  its  users,  or 
that  additional  self-regulatory 
organization  or  Commission  rules  may 
be  required  to  ensure  that  better 
markets  which  are  firm  and  readily 
accessible  are  not  ignored.36 

With  respect  to  the  CSE  System, 
limited  use  of  that  System  thus  far  has 
made  it  difficult  for  the  Commission  to 
evaluate  the  effects  of  trading  in  an 
electronic  facility  of  this  type.  Although 
CSE  System  terminals  are  installed  on 
the  floors  of  the  BSE,  MSE  and  PSE, 
specialists  have  made  little  or  no  use  of 
the  System  and  virtually  no  agency 
orders  have  been  entered  through 
terminals  on  those  exchanges  except 
through  a  temporary  arrangement 


“  Whatever  reasons  a  member  of  a  participating 
market  center  may  have  for  failing  to  use  the  ITS  to 
executie  trades  in  a  better  market,  the  Commission 
believes  that  such  behavior  is  unacceptable  in  an 
evolving  national  market  system.  See  also  note  30 
supra.  The  causes  for  these  failures  should  be 
identified  by  the  appropriate  self-regulatory 
organization  and  the  reasons  for  not  seeking  better 
prices  displayed  by  other  market  centers  should  be 
reported  to  the  Commission  by  each  ITS  participant 
on  a  periodic  basis. 
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between  a  single  retail  firm  and  one 
regional  exchange  specialist.  In 
addition,  although  CSE  rules  permit 
retail  firms  to  participate  in  the  CSE 
System  from  their  upstairs  offices  by 
becoming  CSE  approved  dealers,  only  a 
few  firms  have  thus  far  joined  the 
System. 

The  Commission  has  indicated  that 
the  CSE  System  might  provide  the 
Commission  with  valuable  insights  into 
the  benefits  and  difficulties  of  trading  in 
an  automated  facility. 36  However,  the 
data  derived  from  the  experience  cannot 
be  meaningful  without  significantly 
increased  use  of  the  facility.  The 
Commission  continues  to  believe  that 
the  CSE  System  offers  a  unique 
opportunity  to  study  whether  an 
automated  trading  facility  can  link 
various  types  of  exchange  based  and 
upstairs  broker-dealers  in  differing 
geographic  locations.  The  Commission 
therefore  urges  those  exchanges  and 
broker-dealers  not  currently 
participating  to  consider  doing  so  and  if 
they  consider  that  their  analysis  of  the 
factors  bearing  on  this  decision  useful  to 
the  Commission,  to  inform  us,  in  writing, 
of  their  decision  and  the  basis  therefore. 

3.  Improvement  of  Quotation  Information 

Although  there  has  been  considerable 
effort  on  the  part  of  the  self-regulatory 
organizations  and  vendors  to  improve 
the  quality  of  quotation  information 
disseminated  to  broker-dealers  and 
investors  pursuant  to  Rule  llAcl-1, 
further  improvement  in  the  timeliness 
and  reliability  of  this  information  is 
necessary,  especially  if  the  concept  of 
nation-wide  price  protection  is  to  be 
extended  to  all  displayed  quotations.37 
Despite  the  steps  taken  by  certain 
vendors  to  eliminate  or  reduce  delays  in 
the  display  of  quotation  information,  the 
Commission  remains  concerned  that 
general  delays  in  the  currency  of 
quotation  information  will  persist  unless 
the  vendors  continue  to  upgrade  their 
facilities  to  accommodate  projected 
increases  in  the  amount  of  trading 
volume  and  quotation  information.  ***.' The 

M  See  CSE  System  Approval,  supra  note  11.  at  5. 

43  FR  at  17895;  CSE  System  Extension,  supra  note 
11.  at  5.  44  FR  at  130. 

**  Of  course,  improvement  of  the  quality  and 
timeliness  of  quotation  information  is  necessary  ut 
order  to  refine  that  system  whether  or  not  price 
protection  of  all  orders  is  determined  to  be  an 
appropriate  near  term  extension  of  that  concept 

**  Although  the  long  delays  previously 
experienced  from  August  through  mid-December 
1978.  have  not  continued,  it  is  unclear  to  the 
Commission  whether  this  results  from  the  facilities 
enhancements  made  by  vendors  or  the  reduced 
volume  in  recent  months. 


Commission  believes  that  each  of  the 
principal  vendors  of  market  infomiation 
should  commit  themselves  to  the  goal  of 
displaying  transaction  and  quotation 
information  within  a  very  few  seconds 
after  receipt.** 

The  Commission  also  is  concerned 
that,  during  periods  of  active  trading, 
revised  quotations  from  certain 
exchanges  (principally  the  NYSE)  are 
not  disseminated  to  vendors  in  a  timely 
fashion.  Whether  these  delays  result 
from  a  failure  on  the  part  of  specialists 
to  promptly  update  their  quotations  or 
inefficiencies  in  exchange  mechanisms 
and  procedures  for  collecting  and 
disseminating  those  quotations,  the 
Commission  expects  the  exchanges  to 
take  prompt  action  to  correct  this 
situation.40 

Another  improvement  in  the  operation 
of  the  consolidated  quotation  system 
which  the  Commission  expects  to  occur 
during  the  coming  year  is  greater 
availability  of  quotation  sizes  which  are 
identical  to  the  quotation  sizes  available 
upon  direct  inquiry.  RiJe  llAcl-1  does 
not  currently  require  responsible 
brokers  and  dealers  to  communicate 
quotation  sizes  greater  than  a  minimum 
unit  of  trading  to  their  exchanges  or 
association  for  dissemination  to 
vendors.  Instead,  the  Rule  permits  a 
responsible  broker  or  dealer  to 
communicate  a  quotation  size  greater 
than  a  minimum  unit  of  trading  and,  in 
such  event,  that  responsible  broker  or 
dealer  must  be  firm  up  to  the  amount 
specified.  The  Commission  understands 
that  under  this  voluntary  procedure 
there  is  often  a  disparity  between  the 
quotation  size  displayed  by  vendors  and 
the  size  available  upon  inquiry.  The 
Commission  trusts  that,  as  brokers  and 
dealers  gain  familiarity  with  machine- 
displayed  quotations,  there  will  be  less 
hesitancy  and  greater  economic 
incentive  to  communicate  actual 
quotation  sizes,  particularly  if  price 


J®  The  Commission  urges  vendors  to  comment  on 
the  costs  of  achieving  this  goal  and  the  technical 
problems,  if  any.  inherent  in  its  implementation. 

“’The  NYSE  has  announced  a  program,  to  be 
completed  during  1979,  for  the  comprehensive 
upgrading  of  its  floor  trading  facilities,  including  the 
replacement  of  the  existing  trading  post  with  a 
completely  redesigned  structure  containing  certain 
communications  enhancements.  The  Commission 
understands  that  the  NYSE  has  not  finally 
determined  what  facilities  will  be  provided  for  the 
collection  of  last  sale  and  quotation  information  as 
part  of  that  upgrading  program.  The  Commission 
believes  that,  whatever  collection  mechanism  is 
ultimately  selected,  the  NYSE  program  must  provide 
facilities  sufficient  to  assure  that  quotation  and  last 
sale  information  is  made  available  to  vendors 
within  a  very  few  seconds  of  their  communication 
on  the  floor,  even  during  periods  of  active  trading. 


protection  is  extended  to  all  displayed 
quotations. 

4.  Broker  to  Market  Center  Order  Routing 
Facilities 

In  the  January  Statement,  the 
Commission  called  for  the  development 
of  a 

Universally  available  message  switch, 
permitting  any  broker  or  dealer  to  route 
orders  for  the  purchase  or  sale  of  qualified 
securities  from  its  offices  to  any  qualified 
market  trading  in  that  security.41 

In  response  to  this  request,  the 
Commission  received  two  somewhat 
inconsistent  proposals.42  Because  of  the 
varying  scope  of  these  principal 
proposals,  particularly  in  terms  of 
estimated  implementation  costs.43  the 
Commission,  in  June  1978,  solicited 
further  comment  on  the  basic  policy 
question  of  whether  order-by-order 
routing  of  retail  orders  to  the  market 
center  disseminating  the  best  quotation 
accompanied  by  a  quotation  size 


41  January  Statement,  supra  note  1.  at  29, 43  FR  at 
4358. 

"The  NYSE  submitted  a  letter  generally 
expressing  support  for  enhancing  order  switching 
mechanisms  but  noting  that  a  variety  of  such 
facilities,  including  its  oyn  common  message 
switch,  were  currently  available.  The  NYSE  further 
noted  that  those  switches  commercially  available 
from  brokerage  service  firms  currently  permit 
brokers  to  route  orders  directly  to  the  market  of 
their  choice.  Notwithstanding  its  belief  that  a 
universal  message  switch  is  now  functionally 
available,  the  NYSE  expressed  its  willingness.  later 
concurred  in  by  the  Amex,  to  provide  other 
exchanges  linkage  to  its  message  switch.  However, 
the  NYSE  and  Amex  reserved  judgment  on  the 
question  of  computer-to-computer  interfaces  with 
automated  pricing  and  execution  facilities  such  as 
PSE’s  COMEX  and  Phlx's  PACE.  See  letter  from 
James  E.  Buck.  Secretary.  NYSE,  to  George  A. 
Fitzsimmons,  Secretary.  SEC.  April  17. 1978,  (“NYSE 
Order  Routing  letter")  and  letter  from  Robert 
Bimbaum.  President.  Amex.  to  George  A. 
Fitzsimmons.  Secretary.  SEC,  April  24. 1978,  ("Amex 
Letter”)  contained  in  File  No.  S7-735-A. 

In  contrast  to  this  proposal,  the  NASD's  Technical 
Plan  described  a  national  order  routing  system 
("NORS")  as  a  part  of  the  overall  national  market 
system  configuration.  NORS  would  be  designed  to 
link  all  exchanes  and  third  market  makers  with  any 
broker-dealer  desiring  to  send  or  receive  messages 
through  the  system  and  would  permit  the  routing  of 
designated  orders  to  a  specific  market  center  or 
undesignated  orders  on  the  basis  of  the  best 
machine  displayed  quotation. 

"The  NYSE  proposal  appears  premised  upon  the 
continued  existence  of  multiple  order  routing 
mechanisms,  so  that  the  modified  NYSE/ Amex 
message  switch  would  handle  only  a  portion  of 
message  traffic.  The  NASD  proposed  NORS  is 
based  on  the  assumption  that  all  orders  would  be 
routed  through  that  facility,  thus  requiring 
significantly  greater  computer  capacity. 
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equalling  or  exceeding  the  order  in 
question  [i.e.,  the  best  market  in  size) 
should  be  a  characteristic  of  the 
national  market  system.44 

In  response  to  its  request,  the 
Commission  received  comments  from 
five  self-regulatory  organizations,  the 
SIA,  nine  retail  brokerage  firms  and  one 
individual. 45  These  commentators 
argued  that  order  routing  decisions 
should  be  made  by  the  broker 
responsible  for  executing  an  order. 
Therefore,  they  opposed  any 
Commission  mandate  to  establish  a 
single  order  routing  facility  which  would 
eliminate  broker  discretion  by  forcing 
automatic  routing  of  all  orders  on  the 
basis  of  machine-displayed  quotations. 
The  cdmmentators  noted  that  such  a 
system  would  virtually  eliminate 
differences  in  execution  services  and 
competitive  opportunities  created  by 
those  differences.  It  was  also  argued 
that,  in  routing  orders,  brokers  must 
consider  many  factors  other  than  price, 
including  the  size  of  the  order,  execution 
and  clearing  costs, 46  perceptions  as  to 
the  reliability  of  the  displayed  quotation 
(in  terms  of  firmness  and  timeliness), 
and  the  likelihood  of  obtaining  an 
execution  at  a  price  more  favorable  than 
that  indicated  by  the  displayed 
quotation. 

The  Commission  continues  to  believe 
that  a  broker  routing  retail  orders  in  a 
particular  security  to  a  single  market 
(whether  by  automated  or  other  means) 
must  at  least  make  periodic  assessments 
of  the  quality  of  competing  markets  to 
assure  that  it  is  taking  all  reasonable 
steps  under  the  circumstances  to  seek 
out  best  execution  of  customers’  orders. 
For  most  brokers,  the  availability  of  a 
neutral  order  routing  mechanism  which 
would  permit  a  firm  easily  to  shift  its 
order  flow  from  one  market  center  to 
another  would  facilitate  compliance 
with  this  obligation. 47  The  need  for 
development  of  neutral  order  routing 
facilities  is  not,  however,  premised 
solely  on  the  contribution  such  facilities 
would  make  to  the  ability  of  a  broker  to 


44  See  Securities  Exchange  Act  Release  No.  14885 
(June  23, 1978),  15  S.E.C.  Doc.  138. 

45  All  of  these  comments  are  contained  in  File  NO. 
S7-735-A. 

“See  text  infra  at  notes  55-56. 

47  The  legislative  history  of  the  1975  Amendments 
specifically  notes  that  the  use  of  routing  systems 
which  are  designed  to  route  orders  to  only  one 
market  center  is  “inconsistent  with  the  development 
and  operation  of  a  national  market  system.  It  may 
also  be  inconsistent  with  a  broker's  obligation  to 
obtain  ‘best  execution'  for  his  customers.  The 
subsection  would  accordingly  give  the  SEC  the 
responsibility  to  require  brokers  to  utilize  order 
'switching'  services  which  are  'neutral'  as  to  market 
centers,  giving  preference  to  one  execution  facility 
over  another  only  to  insure  best  execution."  Senate 
Report,  supra  note  3,  at  104-05,  [1975]  U.S.  Code 
Cong.  &  Ad.  News  at  282. 


achieve  “best  execution”  of  his 
customers’  orders.  Development  of  order 
routing  facilities  which  facilitate  the 
routing  of  orders  to  any  market  center 
also  will  contribute  to  establishment  of 
an  environment  satisfying  the  statutory 
objective  of  assuring  fair  competition 
among  brokers  and  dealers  and  among 
markets.48  If  market  makers  in  a 
particular  market  center  have 
reasonable  expectations  that  they  will 
receive  a  greater  amount  of  order  flow  if 
they  make  markets  which  are 
consistently  better  in  terms  of  price, 
depth,  or  ease  of  execution,  the 
Commission  believes  they  will  be  more 
likely  to  compete  aggressively — thereby 
providing  a  better  and  more  efficient 
market.  Order  routing  facilities  currently 
offered  to  brokers  by  independent 
service  firms  do  not  appear  to  be 
inconsistent  with  the  objective  of 
assuring  availability  of  neutral  order 
routing  facilities  because  brokers  can 
contract  for  linkage  through  these 
facilities  to  any  exchange  of  which  they 
are  a  member  or  to  any  third  market 
maker.  The  NYSE/Amex  message 
switch,  however,  which  currently  only 
provides  access  to  these  exchanges, 
does  not  afford  brokers  a  means  of 
routing  their  orders  to  other  market 
centers. 

In  its  initial  comment  letter  regarding 
the  implementation  of  a  universally 
available  order  routing  mechanism,  the 
NYSE  stated  that 

The  [NYSE]  agrees  that  there  may  be  at 
least  some  demand  for  the  message  switch 
facility  called  for  in  the  [January  Statement]. 
In  order  to  emphasize  both  its  willingness  to 
participate  iii  the  development  of  the  national 
market  system  and  its  agreement  that  market 
share  should  be  a  function  of  market  quality, 
the  [NYSE]  is  prepared  to  undertake 
voluntarily  the  development  of  the  called  for 
message  switch  facility.  The  [NYSE]  believes 
that  this  development  can  be  most 
expeditiously  achieved  by  adopting  the 
present  NYSE/AMEX  switch  so  that  it  will 
have  the  capacity  to  perform  “message 
routing”  to  and  from  broker-dealers  and 
appropriate  market  centers. . . .  The  [NYSE] 
believes  that  modification  of  the  NSYE/ 
AMEX  message  switch  facility  as  described 
above  could  be  completed  in  three  to  six 
months  following  agreement  on  specifications 
and  economic  terms. . .  .49 

Modification  of  the  NYSE/Amex 
message  switch  in  the  fashion 
contemplated  by  the  NYSE  will  help 
assure  achievement  of  the  objectives 
underlying  the  commission's  proposal  to 
develop  a  universally  available  neutral 


“See  Section  llA(a)(l)(C)(ii)  of  the  Act  and  text 
infra  following  note  64. 

“NYSE  Order  Routing  Letter,  supra  note  42,  at 
15-17.  The  Amex  concurred  in  this  statement  in  its 
comment  letter.  See  Amex  Letter,  supra  note  42.  at 
3. 


order  routing  facility  of  the  kind 
described  in  the  January  Statement.  This 
modification  will  make  it  possible  for 
participting  members  of  the  NYSE  and 
Amex  and  other  linked  markets  to 
choose  among  these  markets,  on  a  stock 
by  stock  basis,  in  determining  where  to 
route  orders.  The  Commission 
understands  that  the  NYSE,  Amex  and 
MSE  currently  are  having  discussions 
contemplating  a  change  in  the  NYSE/ 
Amex  message  switch  that  would  permit 
that  facility  to  be  used  for  routing  orders 
to  and  from  the  MSE.  The  Commission 
expects  that  the  parties  will  continue 
these  discussions  and  that  a  satisfactory 
agreement  will  be  promptly  reached. 

The  Commission  is  requesting  the  NYSE, 
Amex  and  MSE  to  submit  in  the  near 
future  a  status  report  to  the  Commission 
on  these  discussions  specifying  a 
timetable  for  inclusion  of  the  MSE  in  the 
NYSE/Amex  message  switch.  The 
Commission  is  also  requesting  that  each 
other  self-regulatory  organization 
promptly  advise  the  Commission  (and 
the  NYSE  and  Amex)  whether  it  intends 
to  seek  linkage  to  the  NYSE/Amex 
message  switch.  If  any  of  these  other 
self-regulatory  organizations  does  not 
intend  to  seek  this  linkage,  the 
Commission  requests  that  it  be  promptly 
advised  of  the  factors  which  influenced 
this  decision. 

On  the  basis  of  the  NYSE/Amex  offer 
to  modify  their  message  switch  to  permit 
all  market  centers  desiring  such  linkage 
to  send  and  receive  messages  through 
the  system  and  the  prospect  of 
meaningful  progress  in  the  discussions 
with  the  MSE  (and  other  market  centers 
desiring  linkage),  the  Commission  is 
deferring  consideration  of  such  issues  as 
whether  order  by  order  routing  of  retail 
orders  to  the  best  market  in  size  should 
be  required  in  a  national  market  system. 
In  the  current  trading  environment,  in 
which  quotations  are  not  firm  under  all 
circumstances,  and  there  are  practical 
limitations  on  access  for  execution 
purposes  and  differences  in  clearing 
costs,80  it  is  questionable  whether 
individualized  routing  of  all  orders  on 
the  basis  of  machine-displayed 
quotations  should  be  required.  Indeed, 
enhanced  market  linkage  systems  may 
diminish  the  need  to  develop  a  system 
capable  of  order  by  order  routing  from 
upstairs  offices  to  all  market  centers  at 
least  from  the  standpoint  of  assuring 
satisfaction  of  a  broker’s  best  execution 
responsibility.81  The  Commission, 
however,  will  continue  to  consider  the 
feasibility  and  necessity  of  requiring  the 
implementation  of  a  more 
comprehensive  facility  in  the  light  of 


“See  text  infra  at  notes  55-56. 
*’  See  text  supra  at  notes  16-36. 


Federal  Register  /  VoL  44.  No.  86  /  Wednesday,  April  4,  1979  /  Notices 


20367 


subsequent  developments  in  the 
structure  of  the  securities  markets. 

4.  Off-Board  Trading  Restrictions 

In  its  January  Statement,  the 
Commission  announced  that  it  was 
deferring  its  consideration  of  the  need  to 
remove  all  remaining  exchange  offboard 
trading  restrictions  in  order  to  evaluate 
industry  and  self-regulatory 
organization  responses  to  the  national 
market  system  initiatives  announced  in 
that  Statement.”  Notwithstanding  that 
determination  to  defer  consideration  of 
removal  of  off-board  trading  restrictions 
as  they  apply  to  securities  which  are 
now  listed,  the  Commission  believes 
that  many  of  the  arguments  raised  by 
commentators  in  support  of  retaining 
these  restrictions,  even  if  accurate  as  to 
securities  which  are  currently  traded 
primarily  in  an  exchange  environment, 
may  not  be  applicable  to  or  warrant 
extension  of  these  rules  to  securities 
which  are  currently  traded  exclusively 
over-the-counter.” Thus,  the 
Commission  is  concerned  that  future 
extension  of  off-board  trading 
restrictions  to  securities  now  traded 
exclusively  over-the-counter  upon  their 
initial  exchange  listing  may  not  be 
justified  under  the  Act.  Therefore,  the 
Commission  will  commence  a 
rulemaking  proceeding  to  consider 
whether  to  preclude  the  application  of 
off-board  trading  restrictions  to 
securities  not  previously  subject  to  those 
restrictions. 

The  Commission  continues  to  believe 
that,  in  areas  involving  potentially 
profound  market  structure  change,  such 
as  the  elimination  of  remaining  off- 
board  trading  restrictions,  use  of 
controlled,  limited  experiments  may  be 
both  prudent  and  instructive.  In 


45  January  Statement,  supra  note  1.  at  38-39.  43  FR 
at  4380.  See  Securities  Exchange  Act  Release  No. 
13662  (June  23, 1977),  42  FR  33510.  The  Commission 
did  however,  state:  “  [T]  he  Commission  does  not 
wish  its  determination  to  defer  consideration  of 
proposed  rule  19c-2  at  this  time  to  be  perceived  as 
indicating  that  the  Commission  is  willing  to 
postpone  removal  of  offboard  trading  restrictions 
indefinitely  or  until  further  progress  has  been  made 
toward  implementation  of  any  particular  additional 
element  of  a  national  market  system.  To  the 
contrary,  the  Commission  has  repeatedly  expressed 
the  view  that  the  present  restrictions  must 
ultimately  be  eliminated,  and  remains  concerned 
that  retention  of  those  restrictions,  in  addition  to 
impeding  competition,  may  retard  achievement  of  a 
national  market  system."  january  Statement,  supra 
note  1.  at  39-40,  43  FR  at  4360.  See  also  Securities 
Exchange  Act  Release  No.  15376  (December  1. 1978) 
(“Amex  Order”),  at  9-10,  43  FR  58864,  58868. 

44  Although  this  issue  was  raised  collaterally  in 
connection  with  the  Commission's  recent  approval 
of  revised  Amex  listing  standards,  the  Commission 
determined,  in  that  limited  context,  not  to  address 
the  general  question  of  application  of  off-board 
trading  restrictions  to  securities  now  traded 
exclusively  in  the  over-the-counter  market.  See 
Amex  Order.  Supra  note  52. 


addition,  a  proposal  of  this  type  could 
permit  over-the-counter  market  makers 
to  experience  a  trading  environment  in 
which  last  sale  and  quotation 
information  is  made  available  on  a  real 
time  basis. 

Additional  Issues 

In  addition  to  the  foregoing  initiatives, 
the  Commission  also  expects  to  explore 
certain  related  market  structure  issues 
during  1979. 

1.  Qualified  Securities 

In  the  January  Statement,  the 
Commission  stated  that  it  proposed  to 
initiate  a  proceeding  for  the  purpose  of 
designating  certain  categories  of 
securities  as  qualified  for  trading  in  the 
national  market  system.”  In  response  to 
this  announcement,  the  Commission 
received  proposals  and  comments  from 
the  NASD,  the  National  Securities 
Traders  Association  and  the  National 
Association  of  OTC  Companies  which 
generally  cautioned  the  Commission 
that  premature  inclusion  of  unlisted 
securities  into  certain  national  market 
system  facilities  would  have  undesirable 
effects  on  the  existing  markets  for  those 
securities.  The  Commission  is  still  in  the 
process  of  formulating  a  regulatory 
proposal  regarding  the  designation  of 
qualified  securities.  Among  the  issues 
which  the  Commission  is  considering 
are  the  particular  standards  to  be  used 
to  designate  securities  and  the  timing  of 
inclusion  of  those  securities  in  national 
market  system  facilities.  The 
Commission  must  resolve  (i)  whether 
those  standards  should  be  uniform  for 
listed  and  over-the-counter  securities; 

(ii)  whether  financial  criteria  concerning 
the  issuer  and  data  with  respect  to  the 
number  of  shareholders  or  trading 
characteristics,  such  as  volume  and  the 
extent  of  multiple  trading,  are  relevant 
criteria  for  designing  standards;  (iii) 
whether  such  standards  should  be 
completely  objective  or  whether  they 
should  be  subject  to  administrative 
discretion  and  if  so,  who  should  be 
responsible  for  applying  these 
standards;  and  (iv)  whether  the  issuer 
should  have  a  role  in  the  selection 
process.  Hie  Commission  shares  the 
concerns  expressed  by  commentators 
regarding  the  effects  of  premature 
incorporation  of  qualified  securities  into 
national  market  system  facilities.  In  this 
regard,  the  Commission  will  consider 
whether  designation  should  result  in 
immediate  inclusion  in  one  or  more 
facilities  (such  as  the  consolidated 
transaction  reporting  and  quotation 
systems)  prior  to  inclusion  in  other 


M)amiary  Statement,  supra  note  1,  at  45-46,  43  FR 
at  4380-81. 


facilities  or  whether  designation  should 
require  inclusion  in  all  national  market 
system  facilities,  but  should  await  more 
complete  evolution  of  the  system. 

2.  National  System  for  Clearance  and 
Settlement 

During  the  coming  year,  the 
Commission  will  continue  to  work 
toward  full  implementation  of  a  national 
clearance  and  settlement  system  having 
as  its  foundation  the  minimum 
capabilities  proposed  by  the 
Commission  in  January  1977.”  Perhaps 
the  most  important  of  those 
characteristics,  in  terms  of  its  effect  on 
the  Commission’s  initiatives  to  facilitate 
the  establishment  of  the  national  market 
system,  is  “one-account  processing.” 
One-account  processing  enables  a 
participant  to  compare,  clear  and  settle, 
through  single  accounts  with  a  clearing 
agency  and  with  a  depository,  all  trades 
in  securities  included  in  the  system 
regardless  of  the  location  of  the  other 
party  to  the  trade  or  the  market  in  which 
the  trade  is  executed.  That  capability,  in 
addition  to  its  impact  on  the  efficiency 
of  clearing  procedures,  is  essential  to 
enable  a  broker-dealer  to  seek  the  best 
price  available  without  concern  that  his 
choice  of  market  of  execution  will  result 
in  materially  increased  clearance  and 
settlement  costs. 

The  development  and  expansion  of 
interfaces  during  the  past  year, 
particularly  the  establishment  of 
regional  interfaces  for  the  processing  of 
over-the-counter  transactions,  has  made 
one-account  processing  almost 
universally  available.  The  Commission 
will  seek  during  the  coming  year  to 
complete  that  process  so  that  all  broker- 
dealers  and  financial  institutions 
participating  in  the  national  clearance 
and  settlement  system  have  one-account 
processing. 

In  addition,  the  Commission  intends 
to  direct  its  attention  to  three  other 
areas  which  will  substantially  affect  the 
national  market  system.” 

i.  Branch  Offices  amd  Remote 
Terminals.  Clearing  agency  branch 
offices  or  remote  terminal  provide 
broker-dealers  throughout  the  country 
with  access  to  the  national  clearance 
and  settlement  system  without  the 
necessity  of  physical  presence  in  the 


“The  Commission  has  set  forth  six  standards 
which,  in  its  view,  the  national  clearance  and 
settlement  system  should  meet  in  order  “to  satisfy 
the  requirements  of  Section  17A  of  the  Act  and 
other  concerns  affected  by  the  operation  of  [the 
system).”  Securities  Exchange  Act  Release  No. 
13163  (January  13. 1977).  at  21.  42  FR  3918.  3920. 

“Although  the  Commission  will  be  undertaking 
other  initiatives  in  developing  the  national 
clearance  and  settlement  system,  the  following 
developments  are  viewed  as  having  the  most  direct 
effect  on  the  national  market  system. 
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principal  clearing  centers.  The 
establishment  of  regional  centers  will 
permit  each  participant  broker-dealer  or 
financial  institution  to  clear  through  the 
entity  of  its  choice  without  regard  to  its 
own  physical  location  or  that  of  the 
clearing  agency.  Thus,  in  conjunction 
with  one-account  processing,  a 
participant  in  the  national  clearance  and 
settlement  system  may  select  any 
clearing  agency  and  may  clear  and 
settle  transactions  with  that  entity 
effected  from  any  market  center. 

ii.  Pricing  of  Services.  As  previously 
announced,  the  Commission  intends  to 
initiate  a  proceeding  to  consider  issues 
associated  with  interface  fees  or  charges 
which  function  as  interface  fees.  These 
charges  make  it  more  expensive  for  a 
broker-dealer  to  clear  and  settle  a 
transaction  executed  in  a  market  other 
than  the  market  affiliated  with  his 
clearing  agency.  In  the  context  of  this 
proceeding,  the  Commission  must 
explore  whether  these  charges  would  in 
fact  affect  the  participant’s  choice  of 
markets.  In  addition,  the  United  States 
Court  of  Appeals  for  the  District  of 
Columbia  Circuit  has  remanded  to  the 
Commission  for  further  consideration 
the  use  of  geographic  price 
mutualization  by  the  National  Securities 
Clearing  Corporation  (“NSCC”).57This 
pricing  mechanism,  which  enables 
NSCC  to  provide  services  to  all  its 
participants  at  an  equal  price  regardless 
of  geographic  location,  was  deemed  by 
the  Commission  to  have  an  important 
impact  on  competition  among  broker- 
dealers  and,  pursuant  to  the  discussion 
of  the  Court  of  Appeals,  must  be 
reconsidered  during  the  coming  year.58 

iii.  Expansion  of  the  System.  During 
the  next  year  the  Commission  will 
continue  to  encourage  clearing  agencies 
and  depositories  to  include  in  their 
processing  activities  all  securities  which 
are  suitable  for  inclusion  in  the  system. 
In  addition,  we  will  continue  to 
encourage  all  broker-dealers  and 
financial  institutions  to  participate 
directly  or  indirectly  in  the  national 
clearance  and  settlement  system  in 
order  to  reduce  the  physical  movement 
of  securities,  increase  the  efficiency  of 
the  national  clearance  and  settlement 
system,  and  otherwise  advance  the 
Congressional  objectives  set  forth  in  the 
Act. 

3.  Options 

The  Commission  has  recently  released 
a  staff  report  on  its  Special  Study  on  the 


*’  Bradford  Nat’l  Clearing  Corp.  v.  SEC,  [1978 
Transfer  Binder]  Fed.  Sec.  L.  Rep.  (CCH)  [[96,553,  at 
94,281  (D.C.  Cir.,  Nos.  77-1199  &  77-1547,  Sept.  1978J. 

MSee  Securities  Exchange  Act  Release  No.  13163, 
(January  13, 1977),  supra  note  55,  at  76-79,  42  FR  at 
3930-31. 


Options  Markets  (“Options  Study") 59 
and  issued  a  release  setting  forth  the 
Commission’s  views  regarding  the 
recommendations  contained  in  the 
Options  Study  as  well  as  a  proposed 
timetable  for  ending  the  so-called 
options  moratorium.60 The  Options 
Study  addresses  a  number  of  important 
market  structure  issues  and  contains  a 
detailed  discussion  of  certain  questions 
arising  from  the  mulitiple  trading  of 
standardized  options  and  the  steps  that 
the  Commission  might  consider  to 
assure  that  options  markets  evolve  in  a 
manner  which  is  consistent  with  the 
Act,  particularly  the  Congressional 
mandate  to  facilitate  the  establishment 
of  a  national  market  system  for 
securities.  More  specifically,  the  Options 
Study  suggests  an  analytical  framework 
for  evaluation  of  options  market 
structure  questions,  such  as  (i)  the 
necessity  of  implementing  market 
linkage  and  centralized  limit  order 
facilities,  (ii)  the  effects  of  current 
brokerage  firm  option  order  routing 
procedures,  (iii)  the  feasibility  and 
desirability  of  collecting  and 
disseminating  “firm”  quotations  for 
standardized  options  and  (iv)  the  effects 
of  off-board  trading  restrictions  on  the 
options  markets.  During  the  next  year 
the  Commission  and  the  industry  must 
explore  and  hopefully  resolve  many  of 
these  questions.  The  Commission  urges 
the  self-regulatory  organizations  to 
begin  a  joint  effort  to  develop  a  national 
market  subsystem  for  options  which  is 
compatible  with  and  complementary  to 
the  national  market  system  for  stocks.61 

4.  Surveillance 

One  potential  benefit  to  be  derived 
from  the  increased  use  of  technology  in 
the  national  market  system  and  other 
contexts  is  the  enhanced  ability  of 
computer  systems  to  assist  in 
establishing  and  maintaining  proper 
audit  trails  and  in  surveilling  trading  in 
the  nation's  securities  markets.  Because 
the  Act  imposes  primary  surveillance 
responsibility  on  the  various  self- 
regulatory  organizations,  the 
Commission  believes  that  these  entities 
must  begin  to  employ  today’s  enhanced 
technology,  including  that  used  in 
national  market  system  facilities,  to 
ensure  improvement  of  their 
surveillance  capabilities  in  accordance 


MSEC,  Report  of  the  Special  Study  of  the  Options 
Markets  (1979).  The  Options  Study  was  made 
publicly  available  on  February  15, 1979.  See 
Securities  Exchange  Act  Release  No.  15569 
(February  15, 1979),  SEC  News  Digest  No.  79-33,  at 
3. 

“See  Securities  Exchange  Act  Release  No.  15575 
(February  22, 1979),  44  FR  11867. 

61  See  generally,  Options  Study,  supra  note  59, 
Chapter  VIII,  Issues  of  Structure  in  the  Standardized 
Options  Markets  at  257-72. 


with  the  Act.  As  trading  in  multiple 
physical  locations  becomes  increasingly 
integrated,  and  as  the  existence  of 
derivative  securities  such  as  put  and  call 
options  creates  novel  forms  of  trading 
activity,  surveillance  systems  must  be 
designed  to  detect  improprieties  in  a 
significantly  more  complex  environment. 
The  exchanges  and  the  NASD  must  take 
these  factors  into  account  in  meeting 
their  statutory  surveillance 
responsibilities  and  must  find  ways  of 
sharing  necessary  data  and  jointly 
formulating  surveillance  mechanisms  in 
order  to  accomplish  these  ends.62  The 
Commission  continues  to  believe  that  all 
aspects  of  the  national  market  system, 
including  surveillance,  must  be  planned 
and  developed  in  tandem  to  assure  that 
new  types  of  trading  facilities  do  not 
present  the  opportunity  for  undersirable 
or  manipulative  activities  which  may 
not  be  adequately  monitored.63 

Conclusion 

The  past  fourteen  months  have  been  a 
period  of  significant  accomplishment  in 
the  development  of  a  national  market 
system.  The  consolidated  quotation 
system,  long  considered  an  essential 
part  of  the  national  market  system,  has 
been  implemented  and  the  ITS  and  CSE 
System  pilot  programs  are  permitting 
experimentation  with  actual  market 
linkage  and  electronically  assisted 
trading  mechanisms  which  have  been 
advocated  as  possible  means  of 
achieving  the  somewhat  conflicting 
objectives  set  forth  in  Section  11A  of  the 
Act.64  Although  each  of  these  facilities 
needs  refinement  and  continued 
assessment  in  the  light  of  operating 
experience  and  changing  economic  and 
regulatory  concerns,  their  intitial 
implementation  must  be  seen  as  a 
significant  first  step.  Additionally, 
through  the  January  Statement  and  the 
responsive  commentary,  during  the  past 
year  the  Commission  and  industry  have 
had  an  opportunity  to  consider  a  variety 


“In  this  regard,  the  Commission  believes  that  the 
recent  efforts  of  the  Amex,  BSE,  CBOE,  MSE,  NYSE, 
NASD,  PSE,  Phlx  and  the  Options  Clearing 
Corporation  to  integrate  surveillance  and  regulatory 
systems  and  data,  particularly  with  respect  to 
options  trading,  reflects  the  proper  direction  and 
that  such  efforts  should  continue. 

“  In  fulfillment  of  its  responsibility  to  assure 
proper  self-regulatory  organization  surveillance  and 
to  better  enforce  those  aspects  of  the  securities  laws 
under  its  direct  regulation,  the  Commission  has 
engaged  consultants  to  review  the  adequacy  of 
existing  surveillance  systems,  and  make 
recommendations  for  enhancing  Commission 
surveillance  capability  to  complement  that  of  the 
self-regulatory  organizations.  See  SEC  News 
Release  No.  78-23  (July  28, 1978). 

MSee  Securities  Exchange  Act  Release  Nos.  13662 
(June  23. 1977),  at  22-23,  42  FR  33510,  33512-14,  and 
11942  (December  19, 1975),  at  10-11,  41  FR  4507, 

4510. 
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of  alternative  national  market  system 
configurations. 

In  this  release  the  Commission  has  set 
forth  an  updated  national  market  system 
program  which  attempts  to  be 
responsive  to  the  progress  made  and  the 
commentary  it  has  received  during  the 
past  year  while  remaining  consistent 
with  objectives  set  forth  in  Section 
llA(a)  of  the  Act.  We  believe  that  the 
consolidated  transaction  reporting  and 
quotation  systems,  comprehensive 
market  linkage  systems  and  nation-wide 
price  protection  for  public  limit  orders 
will  achieve  certain  of  these 
Congressional  objectives.  However,  we  - 
remain  concerned  that,  while  addressing 
the  disclosure  and  market  fragmentation 
issues  raised  by  the  Congress,  the 
implementation  of  these  facilities  alone 
may  not  fully  address  the  need  for 
providing  a  fair  field  of  competition 
among  brokers  and  dealers  and  among 
markets  “and  thereby  ultimately  fail  to 
assure  that  customers  receive  the  best 
execution  of  their  orders.  For  example, 
continuation  of  the  practice  of  most 
large  brokerage  firms  of  automatically 
routing  retail  size  orders  to  purchase  or 
sell  muhiply-traded  securities  to  the 
"primary”  market  for  the  security  may 
preclude  effective  competition  among 
markets  despite  the  existence  and 
enhancement  of  market  linkage  systems. 
Since  it  may  not  be  possible  to  realize 
all  of  the  objectives  set  forth  in  Section 
11A  of  the  Act  at  the  same  time  or  to 
envision  a  point  in  time  after  which  the 
Commission  and  the  securities  industry 
will  be  able  to  state  that  all  of  these 
objectives  have  been  permanently 
secured,  the  Commission  believes  that  it 
must  guard  against  a  course  of  action 
which  sacrifices  one  or  more  of  these 
objectives  in  order  to  achieve  others.  In 
this  light,  the  Commission  intends  to 
reassess  its  efforts  and  those  of  the 
industry  on  a  continuing  basis  in  order 
to  assure  that  there  is  an  opportunity  for 
fair  competition  in  the  securities 
markets  and  specifically  requests 
comment  on  the  effectiveness  of  the 
proposals  contained  in  this  release  in 
achieving  this  goal. 

While  the  initiatives  proposet^in  this 
status  report  represent  the 
Commission's  views  after  consideration 
of  the  progress  made  during  1978  and 
the  many  comments  received  in 
response  to  the  January  Statement,  the 
Commission  remains  receptive  to 
alternative  suggestions,  particularly 
alternative  ways  of  achieving  the  goals 
articulated  herein  and  encourages 


“Section  HA(a)(l)(C)(ii)  states  that  one  objective 
of  the  national  market  system  is  "fair  competition 
among  brokers  and  dealers,  among  exchange 
markets,  and  between  exchange  markets  and 
markets  other  than  exchange  markets." 


interested  persons  to  submit 
commentary  on  any  of  the  Commission's 
views  expressed  in  this  release. 
Comments  should  be  addressed  to 
George  A.  Fitzsimmons,  Secretary. 
Securities  and  Exchange  Commission. 
Room  892.  500  North  Capitol  Street. 
Washington,  D.C.  20549.  All  comments 
should  refer  to  File  No.  S-735-A  and 
will  be  available  for  public  inspection  at 
the  Commission’s  Public  Reference 
Room,  Room  6101, 1100  L  Street,  N.W., 
Washington,  D.C. 

By  the  Commission. 

George  A.  Fitzsimmons 

Secretary. 

March  22. 1979. 

(Release  No.  34-15671;  File  No.  S7-735-A] 
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